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The Sustainable Development Goals (SDGs) 
evidently require enormous financial re-
sources for their achievement, most of 
which are inevitably fiscal as the Addis 
Ababa Action Agenda recognized. The major 
multilateral institutions have thus identified 
‘new challenges to fully realizing the ben-
efits of international cooperation on tax’.1 

Governments levy an income tax on 
companies (legal persons) just as they do 
on individuals (natural persons). States 
give companies the ability to incorporate, 
which shields the individual owners from 
legal liability and provides property protec-
tions backed by the power of the State. This 
privileged status paves the pathway for the 
free flow of commerce and stimulates inno-
vation, and ultimately maximizes productiv-
ity. Corporate income tax (CIT) helps to fund 
public expenditures, such as physical and 
legal infrastructure, as well as other public 
goods like education and healthcare that in 
turn, increase social stability and the vitality 
of human capital – all drivers of long-term 
sustainable growth.

Nonetheless, conservative economists 
have traditionally argued that CIT might 
have a negative effect on savings and/or in-
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vestment and that the rate should therefore 
be zero. Their argument was that in a large 
or closed economy, CIT could drain away 
corporate funds for investment and share-
holders receiving reduced dividends might 
save less, so that there would be fewer 
funds available for investment. In a small 
or open economy, the argument ran, higher 
rates of CIT could induce domestic inves-
tors to seek higher returns abroad or deter 
inflows of capital, thus reducing investment 
and growth even more.2 

For at least a decade however, it has 
been clear that there is little evidence for 
this radically negative view of CIT. The em-
pirical studies surveyed by the International 
Monetary Fund (IMF) are ambiguous on the 
size and even the direction of the effect of 
increased CIT on growth. Specifically in re-
lation to foreign investment, in a study of 
developing countries in Latin America and 
the Caribbean and in Africa, the IMF found 
evidence that lower corporate income tax 
rates and longer tax holidays were effective 
in attracting foreign investment, but not in 
boosting gross private fixed capital forma-
tion or economic growth. While the Fund’s 
own more recent econometric study did find 
modest depressive effects of higher CIT 
rates on economic growth,3 these effects 
were small and statistically not very signifi-
cant.4 

In fact, modern firm theory holds cor-
porate investment decisions are such that 
external finance (for example, through 
banks) is always an alternative to retaining 
profits, so that tax levels will influence fund-
ing structures (the use of debt in particular) 
rather than the level of investment as such.5 
Moreover, modern endogenous growth sug-
gests that the usual design of CIT incentives 
to stimulate firms’ investment in worker 

training or research and development will 
result in higher productivity growth.6 The 
resources mobilised by CIT also have a 
positive effect on private investment when 
applied by government to productive infra-
structure such as transport, human capital 
formation and technology research. 

Across the globe, countries also levy a 
CIT on corporate profits simply because it is 
easier to collect tax from registered and reg-
ulated companies than profits in the hands 
of individual shareholders, many of whom 
may reside abroad (or pretend to, by holding 
their shares through offshore companies or 
trusts). The CIT also effectively taxes earn-
ings that companies retain, which are hard 
to tax at the individual level. If there were no 
CIT, wealthy individuals could simply avoid 
personal income tax by incorporating and 
labelling their earnings as capital income. 
Thus, the CIT is in effect a ‘withholding tax’ 
on dividends otherwise payable to share-
holders by reducing dividend pay-outs or the 
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capital value of the firms’ retained earnings. 
As a result, the CIT is essentially a progres-
sive tax on the wealthy, who are the main 
owners of corporations, either directly as 
shareholders or as beneficiaries of invest-
ment funds – particularly pensions. 

The CIT also has an important role in 
reducing inequality. The distribution of 
household disposable income is not only 
determined by earnings from the mar-
ket, by the progressive taxation of capital 
of the richer deciles and cash transfers to 
the poorer deciles in the form of pensions, 
unemployment pay and so on, designed to 
reduce poverty. These transfers as well as 
social expenditure itself (public education, 
health etc) are funded in part by CIT; which 
also have an indirect macroeconomic ef-
fect on inequality by increasing domestic 
demand and thus output and employment.7 
Moreover, there is growing evidence for the 
positive effect of reduced inequality directly 
on growth whether through enhanced social 
stability (and thus reduced investor risk) or 
though greater family investment in health 
and education.8 

Nevertheless, there are enormous pres-
sures from foreign investors and interna-
tional institutions on developing countries 
to extend CIT concessions in the form of tax 
holidays, tax-free zones, investment and tax 
treaties and acceptance of corporate own-
ership structures designed to facilitate tax 
avoidance. Moreover, such concessions are 
often designed to favour foreign over do-
mestic firms, imposing a competitive dis-
advantage on the latter.9 In addition to these 
downward pressures on the corporate tax 
base, most developing countries engage in 
competition with their neighbours to lower 
CIT rates in order to attract foreign invest-
ment. This ‘race to the bottom’ is the unfor-

tunate externality of tax competition with de-
veloping countries being significant losers.10 

Ironically, while there are numerous 
global agreements to avoid double taxa-
tion of MNEs’ profits, the transfer price 
rules used by these agreements have been 
unsuccessful in avoiding the erosion of the 
tax base and ensuring that profits are taxed 
where the substantive economic activities of 
the MNEs actually take place. The scale of 
fiscal resource losses to developing coun-
tries from MNE tax avoidance by relocating 
income and assets to low tax jurisdictions 
very large: around USD 100 billion annually 
according to the OECD.11 This is a similar or-
der of magnitude to annual ODA (‘aid’) flows.

The Base Erosion and Profit Shifting 
(BEPS) process led by the G20 and the OECD 
is intended to address the problem of CIT 
avoidance by ensuring that corporate profits 
cannot be shifted through transfer pricing to 
low-tax jurisdictions.12 The BEPS is clearly 
a significant step forward - progress that 
would have been thought impossible just 
five years ago. However, one of its major de-
ficiencies is the inability to address the core 
problem of the global tax system, the fiction 
that a MNE consists of separate independ-
ent entities transacting with each other at 
arm’s length.

The BEPS model attempts to construct 
prices for the transactions among entities 
that are part of MNEs as if they were in-
dependent, which is inconsistent with the 
economic reality of a modern-day MNE—a 
unified firm organized to reap the benefits 
of integration across jurisdictions. Large 
MNEs are oligopolies, and in practice there 
are usually no truly comparable independent 
local firms that can serve as benchmarks.

The BEPS process, while helpful thus 
does not resolve the basic challenge of en-



249

suring that MNEs pay taxes where real eco-
nomic activities take place and create value. 
BEPS still provides too much opportunity 
for profit shifting, especially through the ex-
ploitation of intangible assets (intellectual 
property, trademarks, etc.). This is clearly 
a crucial issue for both developing and ad-
vanced countries, but so far tax cooperation 
proposals have prioritized the perspective of 
advanced countries and thus tend to focus 
on taxation in the jurisdictions where profits 
are received rather than where the underly-
ing activities take place.13 

In consequence, the Independent Com-
mission on the Reform of International 
Corporate Taxation (ICRICT) in its latest 
report A Fairer Future for Global Taxation: 
a Roadmap to Improve Rules for Taxing 
Multinationals presents practical propos-
als that would enable countries to collect 
a fair share of tax revenue from multina-

tional enterprises. Unitary taxation of the 
worldwide profits of MNEs with formulary 
apportionment of the tax base between the 
jurisdictions where economic activity of the 
firm truly takes place (on the basis of the 
location of assets, employment or sales) 
would establish a much clearer, more ef-
fective, and fairer method of allocating the 
tax base of MNEs. Formulary apportion-
ment is of course already applied between 
the constituent states of the USA and Can-
ada, and in process for the EU. The imme-
diate effect of such a system would be to 
drastically reduce the use of tax havens, 
offshore financial centres and conduit ju-
risdictions by MNEs in order to reduce 
their tax liabilities. 

Two major criticisms are frequently 
made of formulary apportionment: first 
that states could not agree on a formula, 
and secondly that the enterprise could still 
play jurisdictions against one another, by 
relocating their factors in the formula. How-
ever, states do frequently agree (albeit after 
tough negotiation) on commercial trea-
ties in general and double taxation trea-
ties in particular. The ability of companies 
to ‘game’ the system, for instance by relo-
cating intangible assets such as patents, 
could of course be prevented by an appro-
priate UN/OECD convention on the defini-
tion of the taxable base, and thus limits on 
investment incentives. However, whilst the 
sales factor in the formula could not affect 
the location of activities, firms’ investment 
decisions could affect the (true) location of 
employment and assets in response to tax 
incentives. This may lead negotiations to be 
biased towards single factor (sales) formu-
lary apportionment. However, sales-based 
apportionment would clearly limit the tax 
base of developing countries, where much 
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income is generated by asset- and labour-
intensive activities. 

An agreed common international suit-
able formula will, therefore, need to reflect 
the different needs of, and be negotiated by, 
both advanced and developing countries.14 
It is also essential to ensure that a move to 
formulary apportionment ameliorate the 
race to the bottom in corporate tax rates. To 
forestall this competition and the resultant 
distortionary effects, global formulary ap-
portionment should therefore be accompa-
nied by an agreed definition of the tax base. 

In conclusion, if the SDGs are to be fully 
resourced, developing countries must re-
ceive a fair share of the global corporate tax 
base. This can best be achieved by the com-
bination of unitary CIT, formulary apportion-
ment and an agreed minimum tax rate. 

1 Taxation and the Sustainable Development Statement by the First Conference of the Platform for Collaboration 
on Tax New York: IMF/OECD/UN/WB February 2018
2 Mirrlees, J. A., (1976) ‘Optimal tax theory: a synthesis’ Journal of Public Economics 6 327-358. Bovenberg, 
A.L. (1994) ‘Capital taxation in the world economy’ 116-150 in F. van der Ploeg Handbook of International 
Macroeconomics Oxford: Blackwell
3 Klemm, A and S van Parys (2009) Empirical Evidence on the Effects of Tax Incentives IMF Working Paper
4 IMF (2015) ‘Fiscal Policy and Long Term Growth’ IMF Policy Paper
5 Stiglitz, J (1976) ‘The corporation tax’ Journal Of Public Economics 5 303-311
6 Aghion, P. and P. Howitt (1998) Endogenous Growth Theory Boston: MIT Press
7 FitzGerald, V. and E. Siu “The Effects of International Tax Competition on National Income Distribution” Chapter 
10 in International Policy Rules and National Inequalities: Implications for Global Economic Governance (eds E. 
Helleiner and J.A. Ocampo) Colombia University Press, 2018
8 Ostry, J.D. and others (2014) Redistribution, Inequality and Growth IMF Staff Discussion Note SDN/14/02 2014 
9 Independent Commission on the Reform of International Corporate Taxation Four Ways to Tackle International 
Tax Competition (2016) www.icrict.com
10 IMF (2014) “Spillovers in international corporate taxation.” IMF Policy Paper
11 OECD (2010) Promoting Transparency and Exchange of Information for Tax Purposes Paris
12 OECD (2015) Countering Harmful Tax Practices More Effectively, Taking into Account Transparency and 
Substance, Action 5 - 2015 Final Report. OECD/G20 Base Erosion and Profit Shifting Project
13 That is, the residence principle in the ‘OECD Model’ rather than the source principle in the ‘UN Model’. See 
http://leidenlawblog.nl/articles/source-state-taxation-in-model-tax-treaties
14 Faccio, T. and V. FitzGerald (2018), Sharing the corporate tax base: equitable taxing of multinationals and the 
choice of formulary apportionment Transnational Corporations, 25.3 (forthcoming)


